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§ 1.101–2 Employees’ death benefits.
(a) In general. (1) Section 101(b) states

the general rule that amounts up to
$5,000 which are paid to the bene-
ficiaries or the estate of an employee,
or former employee, by or on behalf of
an employer and by reason of the death
of the employee shall be excluded from
the gross income of the recipient. This
exclusion from gross income applies
whether payment is made to the estate
of the employee or to any beneficiary
(individual, corporation, or partner-
ship), whether it is made directly or in
trust, and whether or not it is made
pursuant to a contractual obligation of
the employer. The exclusion applies
whether payment is made in a single
sum or otherwise, subject to the provi-
sions of section 101 (c), relating to
amounts held under an agreement to
pay interest thereon (see § 1.101–3). The
exclusion from gross income also ap-
plies to any amount not actually paid
which is otherwise taxable to a bene-
ficiary of an employee because it was
made available as a distribution from
an employee’s trust.

(2) The exclusion does not apply to
amounts constituting income payable
to the employee during his life as com-
pensation for his services, such as bo-
nuses or payments for unused leave or
uncollected salary, nor to certain other
amounts with respect to which the de-
ceased employee possessed, imme-
diately before his death, a nonforfeit-
able right to receive the amounts while
living (see section 101(b)(2)(B) and para-
graph (d) of this section). Further, the
exclusion does not apply to amounts
received as an annuity under a joint
and survivor annuity obligation where
the employee was the primary annu-
itant and the annuity starting date oc-
curred before the death of the em-
ployee (see section 101 (b)(2)(C) and
paragraph (e)(1)(ii) of this section). In
the case of amounts received by a bene-
ficiary as an annuity (but not as a sur-
vivor under a joint and survivor annu-
ity with respect to which the employee
was the primary annuitant), the exclu-
sion is applied indirectly by means of
the provisions of section 72 and the reg-
ulations thereunder (see section
101(b)(2)(D) and paragraph (e)(1) (iii)
and (iv) of this section). Thus, for ex-
ample, the exclusion applies to

amounts which are received by a sur-
vivor of an employee retired on dis-
ability under the provisions of the Civil
Service retirement law (5 U.S.C. 8301 or
any former corresponding provisions of
law) or the Retired Serviceman’s Fam-
ily Protection Plan or Survivor Benefit
Plan (10 U.S.C. 1431 et seq.), provided
such employee dies before attaining
mandatory retirement age (as defined
in § 1.105–4 (a)(3)(i)(B)).

(3) The total amount excludable with
respect to any employee may not ex-
ceed $5,000, regardless of the number of
employers or the number of bene-
ficiaries. For allocation of the exclu-
sion among beneficiaries, see para-
graph (c) of this section. For rules gov-
erning the taxability of benefits pay-
able on the death of an employee under
pension, profitsharing, or stock bonus
plans described in section 401(a) and ex-
empt under section 501(a), under annu-
ity plans described in section 403(a), or
under annuity contracts to which para-
graph (a) or (b) of § 1.403(b)–1 applies,
see sections 72(m)(3), 402(a), and 403 and
the regulations thereunder.

(b) Payments under certain employee
benefit plans—(1) In general. Where a
payment is made by reason of the
death of an employee by an employer-
provided welfare fund or a trust, in-
cluding a stock bonus, pension, or
profitsharing trust described in section
401 (a), or by an insurance company (if
such payment does not constitute ‘‘life
insurance’’ within the purview of sec-
tion 101(a), the payment shall be con-
sidered to have been made by or on be-
half of the employer to the extent that
it exceeds amounts contributed by, or
deemed contributed by, the deceased
employee.

(2) Cross references. For provisions
governing the taxability of distribu-
tions payable on the death of an em-
ployee participant—

(i) Under a trust described in section
401(a) and exempt from tax under sec-
tion 501(a), see paragraph (c) of § 1.72–16
and paragraph (a)(5) of § 1.402 (a)–1;

(ii) Under an annuity plan described
in section 403(a), see paragraph (c) of
§ 1.72–16 and paragraph (c) of § 1.403 (a)–
1;

(iii) Under annuity contracts to
which paragraph (a) or (b) of § 1.403 (b)–
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1 applies, see paragraph (c) (2) and (3) of
§ 1.403(b)–1;

(iv) Under eligible State deferred
compensation plans described in sec-
tion 457 (b), see paragraph (c) of § 1.457–
1.

(c) Allocation of the exclusion. (1)
Where the aggregate payments by or
on behalf of an employer or employers
as death benefits to the beneficiaries or
the estate of a deceased employee ex-
ceed $5,000, the $5,000 exclusion shall be
apportioned among them in the same
proportion as the amount received by
or the present value of the amount
payable to each bears to the total
death benefits paid or payable by or on
behalf of the employer or employers.

(2) The application of the rule in sub-
paragraph (1) of this paragraph may be
illustrated by the following example:

Example. The M Corporation, the employer
of A, a deceased employee who died Novem-
ber 30, 1954, makes payments in 1955 to the
beneficiaries of A as follows: $5,000 to W, A’s
widow, $2,000 to B, the son of A, and $3,000 to
C, the daughter of A. No other amounts are
paid by any other employer of A to his estate
or beneficiaries. By application of the appor-
tionment rule stated above, W, the widow,
will exclude $2,500 ($5,000/$10,000, or one-half,
of $5,000); B, the son, will exclude $1,000
($2,000/$10,000, or one-fifth, of $5,000); and C,
the daughter, will exclude $1,500 ($3,000/
$10,000, or three-tenths, of $5,000).

(d) Nonforfeitable rights. (1) Except as
provided in subparagraphs (3) and (4) of
this paragraph, the exclusion provided
by section 101(b) does not apply to
amounts with respect to which the de-
ceased employee possessed, imme-
diately before his death, a nonforfeit-
able right to receive the amounts while
living. Section 101(b)(2)(B). For the
purpose of section 101(b) and this para-
graph, an employee shall be considered
to have had a nonforfeitable right with
respect to—

(i) Any amount to which he would
have been entitled—

(a) If he had made an appropriate
election or demand, or

(b) Upon termination of his employ-
ment (see examples (5) and (6) of sub-
paragraph (2) of this paragraph); or

(ii) The present value (immediately
before his death) of—

(a) Amounts payable as an annuity
(as defined in paragraph (b) of § 1.72–2,
whether immediate or deferred) by or

on behalf of the employer (see example
(1) of subparagraph (2) of this para-
graph), or

(b) Amounts which would have been
so payable if the employee had termi-
nated his employment and continued
to live;
or

(iii) Any amount to the extent it is
paid in lieu of amounts described in ei-
ther subdivision (i) or (ii) of this sub-
paragraph. See examples (2), (3), and (4)
of subparagraph (2) of this paragraph.
For purposes of subdivision (iii) of this
subparagraph, any amount paid in dis-
charge of an obligation which arose
solely because of the existence of a par-
ticular fact or circumstance subse-
quent to the employee’s death shall not
be considered an amount paid in lieu of
amounts described in subdivision (i) or
(ii) of this subparagraph. Subdivision
(iii) of this subparagraph shall apply,
however, to the extent indicated there-
in, to amounts payable without regard
to any such contingency (to the extent
that such amounts are equal to or less
than those described in subdivision (i)
and (ii) of this subparagraph which are
not paid). See paragraph (e)(1)(iii)(b) of
this section for rules with respect to
finding the present value of an annuity
immediately before the employee’s
death.

(2) The application of paragraph
(d)(1) of this section may be illustrated
by the following examples, in which it
is assumed that the plans are not
‘‘qualified plans’’ and that no employer
is an organization referred to in sec-
tion 170(b)(1)(A) (ii) or (vi) or a reli-
gious organization (other than a trust)
which is exempt from tax under section
501(a):

Example (1). A, who was a participant under
the X Company pension plan, retired on De-
cember 31, 1953. He had made no contribu-
tions to the plan. Upon his retirement, he be-
came entitled to monthly payments of $100
payable for life, or 120 months certain. A
died on October 31, 1954, having received 10
monthly payments of $100 each. After his
death, the monthly payments became pay-
able to his estate for the remaining 110
months certain. No exclusion from gross in-
come is allowed to A’s estate (or any bene-
ficiary who receives the right to such pay-
ments from the estate), since the employee’s
right to the monthly payments was non-
forfeitable at the date of his death. It will be
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noted that in this example it is unnecessary
to consider the present value of the annuity
to A just before his death since the payments
to be made include only those certain to be
made in any event under the plan whether or
not A continued to live.

Example (2). C, a participant under the Y
Company pension plan, died on December 15,
1954, while actively in the employment of the
company, survived by a widow and minor
children. Because of his years of service, he
would have been entitled to an annuity for
life, his own contributions to the plan and
interest thereon being guaranteed, if he had
retired or terminated his employment at a
time immediately before his death. The plan
further provides that—(a) if, but only if, an
employee is survived by a widow and minor
children, his widow is to receive an annuity
for her life without regard to whether or not
the employee had begun his annuity; (b) any
payments made with respect to his widow’s
annuity are to reduce the guaranteed
amount to an equal extent; and (c) if the em-
ployee is not so survived, the guaranteed
amount is payable to his beneficiary or es-
tate, but no amount is payable to anyone
with respect to what would have been the
widow’s annuity. In view of these provisions,
that portion of the present value of the an-
nuity payable to C’s widow which exceeds
the guaranteed amount shall be considered
paid neither as an amount, nor in lieu of an
amount, which C had a nonforfeitable right
to receive while living. The reason for this
result is that the payment of such excess is
contingent upon C’s being survived by a
widow and minor children, a circumstance
existing subsequent to his death. Conversely,
to the extent that the present value of the
annuity payable to C’s widow does not ex-
ceed the guaranteed amount, annuity pay-
ments attributable to such present value
shall be considered paid in lieu of an amount
which C had a nonforfeitable right to receive
while living.

Example (3). D, a participant under the Y
Company pension plan, died on January 1,
1955, while actively in the employment of the
company. The Y Company plan provides that
where an employee dies in service, the
present value of the accumulated credits
which he could have obtained at that time if
he had instead separated from the service
shall be paid in a single sum to his surviving
spouse or to his estate if no widow survives
him. The present value of D’s accumulated
credits, at the time of his death, was $10,000.
However, the plan also provides that a sur-
viving spouse may elect to take, in lieu of a
single sum, an annuity the present value of
which exceeds such sum by $2,500. D’s widow
elects to receive an annuity (the present
value of which is $12,500). Therefore, $2,500 is
an amount to which the exclusion of section
101(b) and this section shall apply.

Example (4). A, an employee of the X Com-
pany, continues to work after reaching the
normal retirement age of 60 years, although
he could have retired at that age and ob-
tained an annuity of $3,000 per year for his
life. A is not entitled to any part of the an-
nuity while he is employed and receiving
compensation. A dies at the age of 67 while
still in active employment. Since he had
passed normal retirement age, his additional
years of service did not entitle him to a larg-
er annuity at age 67 than that which he
could have obtained at age 60. However, the
plan of the X Company provides that in the
event of an employee’s death prior to separa-
tion from the service, his widow is to be paid
an annuity for her life in the same amount
per year as that which the employee could
have obtained if he had instead retired; but
if no widow survives him, the present value
of the annuity which the employee could
have obtained at a time just before his death
is to be paid to a named beneficiary or the
estate of the employee. Assuming that the
present value of the annuity to A’s widow,
whose age is 61, is $36,000 and the present
value of the annuity which would have been
payable to A at age 67 if he had then retired
is $23,500, the present value of the widow’s
annuity, to the extent of $23,500, is an
amount which is payable in lieu of amounts
which the employee had a nonforfeitable
right to receive while living because it does
not exceed the value of his nonforfeitable
rights and is not otherwise paid. On the
other hand, the $12,500 excess of the value of
the widow’s annuity ($36,000) over the value
of the employee’s annuity ($23,500) is an
amount to which section 101(b) applies since
the employee had no right to any part of it.
If no other death benefits are payable, a
$5,000 exclusion is available (see section
101(b)(2)(D) and paragraph (e) of this section).

Example (5). The trustee of the X Corpora-
tion noncontributory profit-sharing plan is
required under the provisions of the plan to
pay to the beneficiary of B, an employee of
the X Corporation who died on July 1, 1955,
the benefit due on account of the death of B.
The provisions of the profit-sharing plan give
each participating employee in case of ter-
mination of employment a 10-percent vested
interest in the amount accumulated in his
account for each year of participation in the
plan. In case of death, the entire credit in
the participant’s account is to be paid to his
beneficiary. At the time of B’s death, he had
been a participant for three years and the ac-
cumulation in his account was $8,000. After
his death this amount is paid to his bene-
ficiary. At the time of B’s death, the amount
distributable to him on account of termi-
nation of employment would have been $2,400
(30 percent of $8,000). The difference of $5,600
($8,000 minus $2,400), payable to the bene-
ficiary of B, is an amount payable solely by
reason of B’s death. Accordingly, $5,000 of
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the $5,600 may be excluded from the gross in-
come of the beneficiary receiving such pay-
ment (assuming no other death benefits are
involved). However, if it is assumed that the
facts are the same as above, except that at
the time of his death B has been a partici-
pant for 6 years, the amount distributable to
him on account of termination of employ-
ment would have been $4,800 (60 percent of
$8,000). The difference of $3,200 ($8,000 minus
$4,800), payable to B’s beneficiary, is an
amount payable solely by reason of B’s
death. Accordingly, only $3,200 may be ex-
cluded from the gross income of the bene-
ficiary receiving such payment (assuming no
other death benefits are involved).

Example (6). The X Corporation instituted a
trust, forming part of a pension plan, for its
employees, the cost thereof being borne en-
tirely by the corporation. The plan provides,
in part, that after 10 or more years of service
and attaining the age of 55, an employee can
elect to retire and receive benefits before the
normal retirement date contingent upon the
employer’s approval. If he retires without
the employer’s consent, or voluntarily leaves
the company, no benefits are or will be pay-
able. The plan further provides that if the
employee is involuntarily separated or dies
before retirement, he or his beneficiary, re-
spectively, will receive a percentage of the
reserve provided for the employee in the
trust fund on the following basis: 10 to 15
years of service, 25 percent; 15 to 20 years of
service, 50 percent; 20 to 25 years of service,
75 percent; 25 or more years of service, 100
percent. A, an employee of the X Corporation
for 17 years, died at the age of 56 while in the
employ of the corporation. At the time of his
death, $15,000 was the reserve provided for
him in the trust. His beneficiary receives
$7,500, an amount equal to 50 percent of the
reserve provided for A’s retirement; accord-
ingly, $5,000 of the $7,500 may be excluded
from the gross income of the beneficiary re-
ceiving such payment (assuming no other
death benefits are involved) since A, prior to
his death, had only a forfeitable right to re-
ceive $7,500.

(3)(i) Notwithstanding the rule stated
in subparagraph (1) of this paragraph
and illustrated in subparagraph (2) of
this paragraph, the exclusion from
gross income provided by section 101(b)
applies to the receipt of certain
amounts, paid under ‘‘qualified’’ plans,
with respect to which the deceased em-
ployee possessed, immediately before
his death, a nonforfeitable right to re-
ceive the amounts while living (see sec-
tion 101(b)(2)(B) (i) and (ii)). The pay-
ments to which this exclusion applies
are—

(a) ‘‘Total distributions payable’’ by
a stock bonus, pension, or profit-shar-
ing trust described in section 401(a)
which is exempt from tax under section
501(a), and

(b) ‘‘Total amounts’’ paid under an
annuity contract under a plan de-
scribed in section 403(a), provided such
distributions or amounts are paid in
full within one taxable year of the dis-
tributee (see example (3) of subdivision
(ii) of this subparagraph). For the pur-
poses of applying section 101(b), ‘‘Total
distributions payable’’ means the
balance to the credit of an employee
which becomes payable to a distributee
on account of the employee’s death, ei-
ther before or after separation from the
service (see section 402(a)(3)(C), the
regulations thereunder, and examples
(2) and (4) of subdivision (ii) of this sub-
paragraph); and ‘‘total amounts’’
means the balance to the credit of an
employee which becomes payable to
the payee by reason of the employee’s
death, either before or after separation
from the service (see section
403(a)(2)(B), the regulations thereunder,
and example (1) of subdivision (ii) of
this subparagraph). See subparagraph
(4) of this paragraph relating to the ex-
clusion of amounts which are received
under annuity contracts purchased by
certain exempt organizations and with
respect to which the deceased em-
ployee possessed, immediately before
his death, a nonforfeitable right to re-
ceive the amounts while living.

(ii) The application of the provisions
of subdivision (i) of this subparagraph
may be illustrated by the following ex-
amples:

Example (1). The widow of an employee
elects, under a noncontributory ‘‘qualified’’
plan, to receive in a lump sum the present
value of the annuity which C, the deceased
employee, could have obtained at a time just
before his death if he had retired at that
time. Such present value is $6,000. Of this
amount, $5,000 is excludable from the wid-
ow’s gross income despite the fact that C had
a nonforfeitable right to the amount in lieu
of which the payment is made, since such
payment is an amount to which subdivision
(i) of this subparagraph applies (assuming no
other death benefits are involved).

Example (2). The trustee of the X Corpora-
tion noncontributory, ‘‘qualified’’, profit-
sharing plan is required under the provisions
of the plan to pay to the beneficiary of B, an
employee of the X Corporation who died on
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July 1, 1955, the benefit due on account of the
death of B. The provisions of the profit-shar-
ing plan give each participating employee, in
case of termination of employment, a 10 per-
cent vested interest in the amount accumu-
lated in his account for each year of partici-
pation in the plan, but, in case of death, the
entire credit to the participant’s account is
to be paid to his beneficiary. At the time of
B’s death, he had been a participant for five
years. The accumulation in his account was
$8,000, and the amount which would have
been distributable to him in the event of ter-
mination of employment was $4,000 (50 per-
cent of $8,000). After his death, $8,000 is paid
to his beneficiary in a lump sum. (It may be
noted that these are the same facts as in ex-
ample (5) of subparagraph (2) of this para-
graph except that the employee has been a
participant for five years instead of three
and the plan is a ‘‘qualified’’ plan.) It is im-
material that the employee had a nonforfeit-
able right to $4,000, because the payment of
the $8,000 to the beneficiary is the payment
of the ‘‘total distributions payable’’ within
one taxable year of the distributee to which
subdivision (i) of this subparagraph applies.
Assuming no other death benefits are in-
volved, the beneficiary may exclude $5,000 of
the $8,000 payment from gross income.

Example (3). The facts are the same as in
example (2) except that the beneficiary is en-
titled to receive only the $4,000 to which the
employee had a nonforfeitable right and
elects, 30 days after B’s death, to receive it
over a period of ten years. Since the ‘‘total
distributions payable’’ are not paid within
one taxable year of the distributee, no exclu-
sion from gross income is allowable with re-
spect to the $4,000.

Example (4). The X Corporation instituted a
trust, forming part of a ‘‘qualified’’ profit-
sharing plan for its employees, the cost
thereof being borne entirely by the corpora-
tion. The plan provides, in part, that if, after
10 or more years of service, an employee
leaves the employ of the corporation, either
voluntarily or involuntarily, before retire-
ment, a percentage of the reserve provided
for the employee in the trust fund will be
paid to the employee as follows: 10 to 15
years of service, 25 percent; 15 to 20 years of
service, 50 percent; 20 to 25 years of service,
75 percent; 25 or more years of service, 100
percent. The plan further provides that if an
employee dies before reaching retirement
age, his beneficiary will receive a percentage
of the reserve provided for the employee in
the trust fund, on the same basis as shown in
the preceding sentence. A, an employee of
the X Corporation for 17 years, died before
attaining retirement age while in the em-
ploy of the corporation. At the time of his
death, $15,000 was the reserve provided for
him in the trust fund. His beneficiary re-
ceives $7,500 in a lump sum, an amount equal
to 50 percent of the reserve provided for A’s

retirement. The beneficiary may exclude
from gross income (assuming no other death
benefits are involved) $5,000 of the $7,500,
since the latter amount constitutes ‘‘total
distributions payable’’ paid within one tax-
able year of the distributee, to which sub-
division (i) of this subparagraph applies.

(4)(i) Notwithstanding the rule stated
in subparagraph (1) of this paragraph
and illustrated in subparagraph (2) of
this paragraph, the exclusion from
gross income under section 101(b) also
applies (but only to the extent provided
in the next sentence) to amounts with
respect to which the deceased em-
ployee possessed, immediately before
his death, a nonforfeitable right to re-
ceive the amounts while living—

(a) If such amounts are paid under an
annuity contract purchased by an em-
ployer which is an organization re-
ferred to in section 170(b)(1)(A) (ii) or
(vi) or which is a religious organization
(other than a trust) and which is ex-
empt from tax under section 501(a).

(b) If such amounts are paid as part
of a ‘‘total payment’’ with respect to
the deceased employee; and

(c) If such ‘‘total payment’’ is paid in
full within one taxable year of the
payee beginning after December 31,
1957.
However, the amount that is exclud-
able under section 101(b) by reason of
this subparagraph shall not exceed an
amount which bears the same ratio to
the amount which would be includible
in the payee’s gross income if it were
not for the second sentence of section
101(b)(2)(B) and this subparagraph, as
the amount contributed by the em-
ployer for the annuity contract that
was excludable from the deceased em-
ployee’s gross income under paragraph
(b) of § 1.403(b)–1 bears to the total
amount contributed by the employer
for the annuity contract. See section
101(b)(2)(B)(iii). For purposes of this
subparagraph, a ‘‘total payment’’
means a payment of the balance to the
credit of an employee with respect to
all ‘‘section 403(b) annuities’’ pur-
chased by the employer which becomes
payable to the payee by reason of the
employee’s death, either before or after
separation from the service. An annu-
ity contract will be regarded as a ‘‘sec-
tion 403(b) annuity’’ if any amount con-
tributed (or considered as contributed
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under paragraph (b)(2) of § 1.403(b)–1) by
the employer for such contract was ex-
cludable from the employee’s gross in-
come under paragraph (b) of § 1.403(b)–1.
Under this definition, therefore, an an-
nuity contract may be regarded as a
‘‘section 403(b) annuity’’ even though
some of the employer’s contributions
for the contract were not excludable
from the employee’s gross income
under paragraph (b) of § 1.403(b)–1 be-
cause, for example, the employer was
not an exempt organization when such
contributions were paid. For purposes
of computing the ratio described in
this subdivision in such a case, the
total amount contributed by the em-
ployer for the contract includes the
amounts contributed by the employer
when it was not an exempt organiza-
tion.

(ii) This subparagraph does not relate
to any amounts with respect to which
the deceased employee did not possess,
immediately before his death, a non-
forfeitable right to receive the
amounts while living. Such amounts
are excludable under the provisions of
section 101(b) without regard to section
101(b)(2)(B) and this subparagraph.
Thus, if a ‘‘total payment’’ received by
a beneficiary of a deceased employee
under an annuity contract purchased
by an organization described in sub-
division (i)(a) of this subparagraph con-
sists both of amounts with respect to
which the deceased employee pos-
sessed, immediately before his death, a
nonforfeitable right to receive the
amounts while living and of amounts
with respect to which the deceased em-
ployee did not possess such a non-
forfeitable right, only those amounts
with respect to which the deceased em-
ployee possessed such a nonforfeitable
right are amounts to which this sub-
paragraph applies. Therefore, for pur-
poses of computing the ratio described
in subdivision (i) of this subparagraph
in such a case, there shall be taken
into account only the employer con-
tributions attributable to those
amounts with respect to which the de-
ceased employee possessed, imme-
diately before his death, a nonforfeit-
able right to receive the amounts while
living. See example (3) of subdivision
(v) of this subparagraph. In no event,
however, may the total amount exclud-

able under section 101(b) with respect
to any employee exceed $5,000 (See
paragraph (a)(3) of this section).

(iii)(a) In any case when the deceased
employee’s interest in the employer’s
contributions for an annuity contract
was forfeitable at the time the con-
tributions were made but, at a subse-
quent date prior to his death, such in-
terest changed to a nonforfeitable in-
terest, then, for purposes of computing
the ratio described in subdivision (i) of
this subparagraph, the cash surrender
value of the contract on the date of the
change (except to the extent attrib-
utable to employee contributions) shall
be considered as the amount contrib-
uted by the employer for the contract.
In such a case, if only part of the de-
ceased employee’s interest in the annu-
ity changed from a forfeitable to a non-
forfeitable interest, then only the cor-
responding part of the cash surrender
value of the contract on the date of the
change shall be considered as the
amount contributed by the employer
for the contract. Similarly, if part of
the deceased employee’s interest in the
annuity contract changed from a for-
feitable to a nonforfeitable interest on
a particular date and another part of
his interest so changed on a subsequent
date, it is necessary, in order to com-
pute the amount contributed by the
employer for the contract, to first de-
termine (under the rules in the pre-
ceding sentence) the amount that is
considered as the amount contributed
by the employer with respect to each
change, and then to add these amounts
together. For purposes of computing
the ratio described in subdivision (i) of
this subparagraph in all of the above
cases, the amount contributed by the
employer that was excludable from the
employee’s gross income under para-
graph (b) of § 1.403(b)–1 is that amount
which, under paragraph (b)(2) of such
section, was considered as employer
contributions and which, under such
paragraph (b) of § 1.403(b)–1, was exclud-
able from the deceased employee’s
gross income for the taxable year in
which the change occurred.

(b) This subdivision (iii) may be illus-
trated by the following examples:

Example (1). X Organization contributed
$4,000 toward the purchase of an annuity con-
tract for A, an employee who died in 1970. At
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the time they were made, A’s interest in
such contributions was forfeitable. A made
no contributions toward the purchase of the
annuity contract. On January 1, 1960, A’s en-
tire interest in the annuity contract changed
to a nonforfeitable interest. At the time of
such change, the cash surrender value of the
contract was $5,000. For purposes of the ratio
described in subdivision (i) of this subpara-
graph, the total amount contributed by X
Organization for the annuity contract is
$5,000. If any part of such $5,000 was exclud-
able under paragraph (b) of § 1.403(b)–1 from
A’s gross income for his taxable year in
which the change occurred, the amount so
excludable shall be considered as the amount
contributed for the contract by the employer
that was excludable from the employee’s
gross income under paragraph (b) of
§ 1.403(b)–1.

Example (2). Assume the same facts as in
example (1) except that only one-half of A’s
interest in the annuity contract changed to
a nonforfeitable interest on January 1, 1960,
and that no other part of his interest so
changed during his lifetime. For purposes of
the ratio described in subdivision (i) of this
subparagraph, the total amount contributed
by X Organization for the annuity contract
is $2,500 (1⁄2 of the cash surrender value of the
annuity contract on the date of the change).
To the extent such $2,500 was, under para-
graph (b) of § 1.403(b)–1, excludable from A’s
gross income for the taxable year of the
change, it is considered as the amount con-
tributed by the employer that was exclud-
able under paragraph (b) of § 1.403(b)–1.

Example (3). Assume the same facts as in
example (1) except that one-half of A’s inter-
est in the annuity contract changed to a
nonforfeitable interest on January 1, 1960,
and the other half of his interest changed to
a nonforfeitable interest on January 1, 1965.
On January 1, 1965, the cash surrender value
of the annuity contract was $6,000. For pur-
poses of the ratio described in subdivision (i)
of this subparagraph, the total amount con-
tributed by X organization for the annuity
contract is $5,500 (i.e., 1⁄2×$5,000 plus 1⁄2×$6,000).
The amount contributed by the employer
that was excludable from A’s gross income
under paragraph (b) of § 1.403(b)–1 is an
amount equal to the sum of the amount that
was, under such paragraph, excludable from
A’s gross income for the taxable year during
which the first change occurred and the
amount that was, under such paragraph, ex-
cludable from A’s gross income for the tax-
able year in which the second change oc-
curred.

(iv) For purposes of this subpara-
graph, an annuity contract will be con-
sidered to have been purchased by an
employer which is an organization re-
ferred to in section 170(b)(1)(A) (ii) or

(vi) or which is a religious organization
(other than a trust) and which is ex-
empt from tax under section 501(a), if
any of the contributions paid toward
the purchase price of such contract by
the employer were paid at a time when
the employer was such an organization.
Thus an annuity contract may be re-
garded as purchased by such an organi-
zation even though part of the organi-
zation’s contributions for such annuity
contract were paid at a time when the
organization was not such an exempt
organization.

(v) The application of this subpara-
graph may be illustrated by the fol-
lowing examples:

Example (1). The widow of A, a deceased
employee, elects, under an annuity contract
purchased for A by X Organization, to re-
ceive in a lump sum the present value of
such annuity contract as of the date of A’s
death. Such present value is $6,000 and is re-
ceived by the widow in a taxable year begin-
ning after December 31, 1957. X Organization
contributed $3,000 toward the purchase of the
annuity contract and A contributed $2,000 to-
ward such purchase. A’s interest in X Organi-
zation’s contributions was nonforfeitable at
the time such contributions were made.
Thus, just before his death, A’s entire inter-
est in the annuity contract was a nonforfeit-
able interest and, if he had retired at that
time, he could have received the present
value of $6,000. The whole amount of the
$3,000 contributed by X Organization for the
annuity contract was excludable from A’s
gross income under paragraph (b) of
§ 1.403(b)–1. This annuity contract was the
only annuity contract purchased by X Orga-
nization for A and was not purchased as part
of a qualified plan. However, all the con-
tributions paid by X Organization were paid
at a time when X Organization was an orga-
nization referred to in section 170(b)(1)(A)(ii)
and exempt from tax under section 501(a).
The amount that A’s widow may exclude
from gross income (assuming no other death
benefits) is computed in the following man-
ner:
(a) Amount includible in gross income without re-

gard to second sentence of section 101(b)(2)(B)
($6,000 minus $2,000 contributed for contract by
A) .......................................................................... $4,000

(b) Total employer contributions for the contract .... $3,000
(c) Amount of employer contributions for the con-

tract that was excludable under paragraph (b) of
§ 1.403(b)–1 ......................................................... $3,000

(d) Percent of total employer contributions for the
contract that were excludable under paragraph
(b) of § 1.403(b)–1 ((c) ÷ (b)) ............................... 100%

(e) Amount to which section 101(b) exclusion ap-
plies ((d) × (a)) ..................................................... $4,000
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Example (2). The facts are the same as in
example (1) except that only $2,000 of X Orga-
nization’s contributions for the annuity con-
tract was excludable from A’s gross income
under paragraph (b) of § 1.403(b)–1 and that
the remaining $1,000 was includible in A’s
gross income for the taxable years during
which such amounts were contributed by X
Organization. The amount that A’s widow
may exclude from gross income (assuming no
other death benefits) is computed in the fol-
lowing manner:
(a) Amount includible in gross income without re-

gard to second sentence of section 101(b)(2)(B)
($6,000 minus $2,000 contributed for contract by
A and $1,000 of X Organization’s contributions
includible in A’s gross income) ............................ $3,000

(b) Total employer contributions for the contract .... $3,000
(c) Amount of employer contributions for the con-

tract that was excludable under paragraph (b) of
§ 1.403(b)–1 ......................................................... $2,000

(d) Percent of total employer contributions for the
contract that were excludable under paragraph
(b) of § 1.403(b)–1 ((c) ÷(b)) ................................ 67%

(e) Amount to which section 101(b) exclusion ap-
plies ((d) × (a)) ..................................................... $2,000

Example (3). The widow of B, a deceased
employee, elects, under an annuity contract
purchased for B by Y Organization, to re-
ceive in a lump sum the present value of
such annuity contract as of the date of B’s
death. Such present value is $6,000 and is re-
ceived by the widow in a taxable year begin-
ning after December 31, 1957. Y Organization
contributed $4,000 toward the purchase of the
contract; whereas B made no contributions
toward the purchase of the contract. This
annuity contract was the only annuity con-
tract purchased by Y Organization for B and
was not purchased as part of a ‘‘qualified’’
plan. However, all the contributions paid by
Y Organization were paid at a time when it
was an organization referred to in section
170(b)(1)(A)(ii) and exempt from tax under
section 501(a). B’s interest in Y Organiza-
tion’s contributions was, at the time they
were paid, forfeitable. However, prior to his
death, one-half of B’s interest in the annuity
contract changed from a forfeitable to a non-
forfeitable interest. Therefore, just before
his death, B could have obtained $3,000 under
the annuity contract if he had retired at that
time. On the date of the change, the cash
surrender value of the annuity contract was
$5,000. As a result of the change, $1,500 was,
under paragraph (b) of § 1.403(b)–1, excludable
from B’s gross income, and $600 was includ-
ible in his gross income for the taxable year
in which the change occurred. Part of the
value of the annuity contract on the date of
the change was attributable to contributions
made by Y Organization prior to January 1,
1958, and, consequently, was neither exclud-
able from B’s gross income under paragraph
(b) of § 1.403(b)–1 nor includible in B’s gross
income (see paragraph (b) of § 1.403(d)–1). The
amount that B’s widow may exclude from

gross income (assuming no other death bene-
fits) is computed in the following manner:
(a) Amount of ‘‘total payment’’ with respect to

which A had a forfeitable right at time of death.
(1⁄2×$6,000) .......................................................... $3,000

(b) Amount includible in gross income without re-
gard to second sentence of section 101(b)(2)(B)
(1⁄2×$6,000 less $600 includible in B’s gross in-
come for year when his rights changed to non-
forfeitable rights) .................................................. $2,400

(c) Total employer contributions for the contract (1⁄2
of cash surrender value of contract on date B’s
rights changed to nonforfeitable rights) ............... $2,500

(d) Amount of employer contributions for the con-
tract that was excludable under paragraph (b) of
§ 1.403(b)–1 ......................................................... $1,500

(e) Percent of total employer contributions for the
contract that were excludable under paragraph
(b) of § 1.403(b)–1 ((d÷(c)) ................................... 60%

(f) Amount to which section 101(b) exclusion ap-
plies by reason of the second sentence of sec-
tion 101(b)(2)(B) ((e)×(b)) .................................... $1,440

(g) Total amount to which section 101(b) exclusion
applies ((a)+(f)) .................................................... $4,440

(e) Annuity payments. (1) Where death
benefits are paid in the form of annuity
payments, the following rules shall
govern for purposes of the exclusion
provided in section 101(b):

(i) The exclusion from gross income
provided by section 101(b) does not
apply to amounts, paid as an annuity,
with respect to which the employee
possessed, immediately before his
death, a nonforfeitable right to receive
the amounts while living, or to
amounts paid as an annuity in lieu
thereof. See paragraph (d) of this sec-
tion.

(ii) Under section 101(b)(2)(C), no ex-
clusion is allowable for amounts re-
ceived by a surviving annuitant under
a joint and survivor’s annuity contract
if the annuity starting date (as defined
in section 72(c)(4) and paragraph (b) of
§ 1.72–4) occurs before the death of the
employee. If the annuity starting date
occurs after the death of the employee,
the joint and survivor’s annuity con-
tract shall be treated as an annuity to
which section 101(b)(2)(D) applies. See
subdivision (iii) of this subparagraph.

(iii)(a) Subject to the other limita-
tions stated in section 101(b) and in
this section (see section 101(b)(2)(D)),
the amount to which the exclusion of
section 101(b) shall apply, with respect
to ‘‘amounts received as an annuity’’
(as defined in paragraph (b) of § 1.72–2)
shall be the amount by which the
present value of the annuity to be paid
to the beneficiary, computed as of the
date of the employee’s death, exceeds
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the value (if any) of whichever of the
following is the larger:

(1) Amounts contributed by the em-
ployee (determined in accordance with
the provisions of section 72 and the reg-
ulations thereunder), or

(2) Amounts with respect to which
the employee possessed, immediately
before his death, a nonforfeitable right
to receive the amounts while living, or
amounts paid in lieu thereof (see para-
graph (d) of this section).

(b) The present value of an annuity
(immediately before the death of the
employee), to the employee, or (imme-
diately after the death of the em-
ployee), to his estate or beneficiary,
shall be determined as follows:

(1) In the case of an annuity paid by
an insurance company or by an organi-
zation (other than an insurance com-
pany) regularly engaged in issuing an-
nuity contracts with an insurance com-
pany as the coinsurer or reinsurer of
the obligations under the contract, by
use of the discount interest rates and
mortality tables used by the insurance
company involved to determine the in-
stallment benefits; and

(2) In the case of an annuity issued
after November 23, 1984, to which para-
graph (e)(1)(iii)(b)(1) of this section is
not applicable, by use of the appro-
priate tables in § 20.2031–7 of this chap-
ter (Estate Tax Regulations).

(iv) Any amount subject to section
101(b)(2)(D) which is excludable under
section 101(b) (see subdivision (iii) of
this subparagraph) shall, for purposes
of section 72, be treated as additional
consideration paid by the employee.
See paragraph (b) of § 1.72–8.

(v) Where more than one beneficiary,
or more than one death benefit, is in-
volved, the exclusion provided by sec-
tion 101(b) shall be apportioned to the
various beneficiaries and benefits in
accordance with the proportion that
the present value of each benefit bears
to the total present value of all the
benefits.

(2) The application of the principles
of this paragraph may be illustrated by
the following examples:

Example (1). (i) A died on January 1, 1969.
Under the plan of the X Corporation, W, who
is the widow of employee A, and who is 55
years old at the time of A’s death, is entitled
to an immediate annuity of $2,000 per year

during her life and C, the minor child of A,
is entitled to receive $1,000 per year for 15
years. A made no contributions under the
plan and died while still employed by the X
Corporation. At the time of A’s death, the
amount in his account is $18,000. Under the
terms of the plan, this amount would have
been distributable to him on account of vol-
untary termination of employment, but
would not have been payable after his death
except in the form of the annuities just de-
scribed. This amount, accordingly, con-
stitutes a nonforfeitable interest in lieu of
which the annuities are paid. The exclusion
does not apply, except to the extent that the
present value of the annuities exceeds
$18,000, whether or not the plan is ‘‘quali-
fied’’, since the total of the amount in A’s
account will not be paid within one taxable
year of the distributees. See subparagraph
(1)(i) of this paragraph.

(ii) The computation of the exclusion ap-
plicable to the interests of W and C (assum-
ing that the payments will not be made by
an insurance company or some other organi-
zation regularly engaged in issuing annuity
contracts) is, by application of the tables in
§ 20.2031–7 of this chapter (Estate Tax Regula-
tions), as follows: The present value of W’s
interest is $26,243.60, determined by multi-
plying the annual payment of $2,000 by
13.1218 (the factor in Table I for a person
aged 55); the present value of C’s interest is
$11,517.40, determined by multiplying the
yearly payment of $1,000 by 11.5174 (the fac-
tor in Table II for payments for a term cer-
tain of 15 years). The present value of both
annuities is $37,761 and (assuming no other
death benefits are involved), the total
amount excludable is $5,000, because the
total present value of the annuities exceeds
the employee’s nonforfeitable interest by
more than $5,000 ($37,761 minus $18,000 equal
$19,761). The exclusion allocable to W’s inter-
est is $26,243.60/$37,761 times $5,000, or
$3,474.96; the exclusion allocable to C’s inter-
est is $11,517.40/$37,761 times $5,000, or
$1,525.04. That portion of the death benefit
exclusion as so determined for each bene-
ficiary is to be treated as consideration paid
by the employee for purposes of section 72.

Example (2). The facts are the same as in
example (1), except that the nonforfeitable
interest of A, at the time of his death,
amounted to $33,761. Since the present value
of both annuities ($37,761) exceeds the value
of such nonforfeitable interest by only $4,000,
the latter amount is the total amount ex-
cludable from the gross income of the bene-
ficiaries. This $4,000 exclusion is to be di-
vided in the same proportions as those indi-
cated in example (1). Thus, the exclusion al-
locable to W’s interest is $26,243.60/$37,761
times $4,000, or $2,779.97; and the exclusion
allocable to the interest of C is $11,517.40/
$37,761 times $4,000, or $1,220.03. That portion
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of the death benefit exclusion as so deter-
mined for each beneficiary is to be treated as
consideration paid by the employee for pur-
poses of section 72.

(f) Distributions on behalf of a self- em-
ployed individual. (1) Under sections
401(c)(1) and 403(a)(3), certain self-em-
ployed individuals may be covered by a
pension or profit-sharing plan de-
scribed in section 401(a) and exempt
under section 501(a) or under an annu-
ity plan described in section 403(a).
However, a payment pursuant to the
provisions of any such plan by reason
of the death of an individual who par-
ticipated in such a plan as a self-em-
ployed individual immediately before
his retirement or death to the bene-
ficiary or estate of such individual does
not qualify for the exclusion provided
by section 101(b).

(2) The application of this paragraph
may be illustrated by the following ex-
amples:

Example (1). From 1950 to 1965, A was an
employee of B, a sole proprietor. In 1963, B
established a qualified pension plan covering
A and all other persons who had been em-
ployed by B for more than 3 years. In 1965, A
acquired from B a 40-percent interest in the
capital and profits of the business. A contin-
ued to participate in the pension plan as a
self-employed individual. In 1970, A died and
his widow, in compliance with one of the pro-
visions of the pension plan, elected to re-
ceive all of the benefits accrued to A prior to
his death in a lump-sum distribution. As A
participated in the plan as a self-employed
individual immediately prior to his death,
A’s widow may not exclude any portion of
such distribution from her gross income
under section 101(b).

Example (2). A, an attorney, is employed by
the X Company in their legal department. He
is covered by the pension plan that X has es-
tablished for its employees. Under the terms
of A’s contract of employment with X, A is
permitted to carry on the private practice of
law in his off-duty hours. A establishes his
own pension plan with respect to his earn-
ings from his private practice. On A’s death,
his widow elected to receive a lump-sum dis-
tribution with respect to any benefits ac-
crued to A under both X’s pension plan and
A’s own pension plan. To the extent that
such payment otherwise complies with the
requirements of section 101(b), up to $5,000 of
the amount paid by X may be excluded from
her gross income. No part of the distribution
from A’s own pension plan may be excluded
from her gross income under section 101(b)
because A participated in the plan as a self-

employed individual immediately before his
death.

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as
amended by T.D. 6722, 29 FR 5070, Apr. 14,
1964; T.D. 6783, 29 FR 18357, Dec. 24, 1964; T.D.
7352, 40 FR 16666, Apr. 14, 1975; T.D. 7428, 41
FR 34619, Aug. 16, 1976; T.D. 7836, 47 FR 42337,
Sept. 27, 1982; T.D. 7955, 49 FR 19975, May 11,
1984; T.D. 8540, 59 FR 30102, 30103, June 10,
1994]

§ 1.101–3 Interest payments.

(a) Applicability of section 101(c). Sec-
tion 101(c) provides that if any amount
excluded from gross income by section
101(a) (relating to life insurance pro-
ceeds) or section 101(b) (relating to em-
ployees’ death benefits) is held under
an agreement to pay interest thereon,
the interest payments shall be included
in gross income. This provision applies
to payments made (either by an insurer
or by or on behalf of an employer) of
interest earned on any amount so ex-
cluded from gross income which is held
without substantial diminution of the
principal amount during the period
when such interest payments are being
made or credited to the beneficiaries or
estate of the insured or the employee.
For example, if a monthly payment is
$100, of which $99 represents interests
and $1 represents diminution of the
principal amount, the principal
amount shall be considered held under
an agreement to pay interest thereon
and the interest payment shall be in-
cluded in the gross income of the re-
cipient. Section 101(c) applies whether
the election to have an amount held
under an agreement to pay interest
thereon is made by the insured or em-
ployee or by his beneficiaries or estate,
and whether or not an interest rate is
explicitly stated in the agreement.
Section 101(d), relating to the payment
of life insurance proceeds at a date
later than death, shall not apply to any
amount to which section 101(c) applies.
See section 101(d)(4). However, both
section 101(c) and section 101(d) may
apply to payments received under a
single life insurance contract. For pro-
visions relating to the application of
this rule to payments received under a
permanent life insurance policy with a
family income rider attached, see para-
graph (h) of § 1.101–4.
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